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COST ANALYSIS AND REDUCTION TOOL 

Cross Reference to Related Applications 

The present application is a continuation-in-part of 
U.S. non-provisional application serial number 10/609,690, filed 
July 1, 2 003, the subject matter of which is hereby incorporated 
by reference in full. 

Field of the Invention 

The present invention relates to a system and related 
methods for performing cost reduction analyses, and selecting 
and implementing appropriate cost reduction programs. More 
particularly, the present invention pertains to electronically 
enabled tools for automatically performing cost analyses, 
identifying cost levers, and selecting cost* reduction strategies 
targeting those cost levers. 

Background of the Invention 

In times of economic downturn, the focus of many 
companies turns to reducing costs as a means to maintain 
profitability. Frequently, such cost cutting measures focus on 
''quick fix" mechanisms such as cuts in fringe benefits, staffing 
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reductions, and business travel cut backs. Often, such quick 
fix cost cutting mechanisms produce beneficial effects only in 
the short term as they may lead to coincidental declines in 
production or resource shortages once market conditions improve, 
In times of economic downturn, it is often beneficial for modern 
companies to rethink their cost reduction priorities and focus 
on improved large-scale cost reduction efforts. 

Quick fix cost reduction approaches are still relevant 
to today's companies, mostly because these approaches are easy 
to implement and the direct cost savings from the approaches are 
easy to identify and quantify. However, various innovative 
companies have identified and successfully exploited new cost 
reduction actions that can be used to drive significant results 
by restructuring costs and the way in which work is performed. 
Such new restructuring actions can include the implementation of 
electronically enabled integration systems (providing 
capabilities such as real-time supply chain collaboration, sales 
force automation, and work force coordination) , identifying 
sourcing alternatives for business functions (such as 
manufacturing, information technology, and human resources) , and 
using new and emerging technology applications (such as mobile 
computing and embedded/intelligent sensors) . For example. 
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introducing infrastructure changes, such as the employment of 
electronically . enabled communication and integrations 
capabilities/ can reduce costs and improve performance. Such 
changes can also fundamentally change a company's cost structure 
so that it is more scalable and flexible in various economic 
conditions . 

Restructuring-based cost reduction strategies, however, 
are more difficult to implement, have longer time horizons, and 
thus are more difficult to analyze in terms of impact. These 
difficulties make restructuring-based cost reduction strategies 
typically more risky, and, therefore, companies are hesitant to 
implement or even consider ambitious restructuring-based cost 
reduction strategies without having carefully and fully 
researched them and obtained reliable positive forecasts of 
success . 

Generally, business managers are trained to seek 
guidance by analyzing case studies, which include anecdotal 
analyses regarding particular strategies that worked or did not 
work under a certain set of circumstances, that summarize the 
actions taken and results obtained by similar companies under 
similar circumstances. To limit the risk in implementing a 
restructuring-based cost reduction strategy, a business manager 
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generally would prefer to have first identified a case study 
concerning a similarly situated company, then have analyzed how 
that similarly situated company had successfully implemented a 
given cost restructuring plan, and finally have concluded that 
at least some portions of that plan could be successfully 
adapted to the business manager's needs. However, many factors 
limit the usefulness of cost reduction case studies and make 
meaningful forecasting regarding the impact of cost reduction 
strategies inherently difficult. 

Case studies have the most relevance and usefulness to 
those companies that have similar situations to the company 
described in the case study. Unfortunately, the positions of no 
two companies are absolutely identical. Therefore, in applying 
a case study approach it is necessary to identify appropriate 
case studies that have some similarity to and therefore the 
possibility of some applicability to the target company's 
situation. 

While a comparison of a target company to companies 
described in case studies can be made using financial data, 
those in the business community understand that financial data 
regarding companies, whether public or private, is often 
provided in various different yet legally acceptable forms that 
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make straightforward comparisons misleading or altogether 
inaccurate. There are various known financial indicators, 
measurements, metrics and ratios that are commonly used to 
evaluate a given company's financial performance and health in 
comparison to other companies. Two such metrics commonly used 
for this purpose are Return on Equity C'ROE"), which is defined 
in Equation 1 below, and Return on Assets ("ROA")# which is 
defined in Equation 2 below. 



^ ^ ^ . Net Income 

Return on Equity = (Eg. i) 

Shareholders Equity 



n . .-.A . Net Income 

Return On Assets = {Eq. 2) 

Assets 



Each financial metric, such as ROE and ROA, has its own use and 
purpose, and each is more or less suitable and/or accurate 
depending upon a variety of factors. In the business world, 
therefore, one commonly examines a variety of such metrics to 
get a more complete picture of the financial status of a company 
in comparison to its peers. 

Importantly, results from simple calculations of such 
metrics utilizing publicly available information frequently can 
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be misleading. This makes it difficult to make meaningful 
comparisons of companies and examine the relative effectiveness 
of cost cutting policies within different companies because of 
the inability to gauge the extent of similarity of a target 
company with a company described in a case study. With respect 
to many metrics calculated from public information, 
standardization of these metrics can be difficult due to the 
variability introduced by Generally Accepted Accounting 
Principles ("GAAP") and international differences in accounting 
practices. While publicly traded companies may be legally 
required to provide, or may voluntarily provide, various 
accounting and financial disclosures to assist the public in 
valuing a company and thus the valuing of that company's stock 
and/or performance, these disclosures provide data that 
inherently is subject to different kinds and extents of complex 
factors that influence the data. 

In particular, most publicly traded companies are 
required to submit financial data on a regular basis to the 
United States Securities and Exchange Committee ("SEC") which 
then publishes this information electronically to the public. 
Specifically, the SEC requires relatively larger public 
companies to file registration statements, periodic financial 
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reports, and other forms electronically through the Electronic 
Data Gathering, Analysis and Retrieval (''EDGAR") database. The 
public can access this information for free, such as through a 
government Internet portal. Financial data on many publicly 
traded companies is also available through commercial services 
such as Standard and Poor's Compustat database or Thomson 
Financial's Global Access database. Many companies also 
voluntarily disclose various financial data to potential 
investors and the general public. 

While readily available, publicly disclosed financial 
information and metrics calculated from such information cannot 
be readily compared among differing companies or time frames due 
to the lack of standardization identified above. For example, 
Net Income, as used in Equations 1 and 2 above, is highly 
dependent on the accounting quality of earning measurements 
because Net Income is intended to capture non-operating income 
and expense (such as interest expense) and is, therefore, 
subject to companies attempting to manage earnings reports. 
Similarly, there is a wide disparity in the calculation of Net 
Income from one country to another. Furthermore, Net Income may 
be misleading because companies that have been highly involved 
in acquisitions tend to have higher non-cash charges (e.g.. 
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amortization) that result in lower new income. In the same way, 
the Assets and Equity values used in Equations 1 and 2 may vary 
because of international differences that create a wide 
disparity in how assets are recorded from country to country. 
Also, the assets and equity quantities may be misleading because 
of accounting anomalies, such as acquisitions in which a seller 
may sell fully depreciated assets to a buyer who must record 
assets equal to fair value at the time of purchase. Similar 
problems also exist with the other commonly used metrics of 
business performance because of GAAP limitations and 
international differences in accounting practices. 

As a consequence of inconsistencies with respect to 
how different entities report similar matters, it is inherently 
difficult to analyze and compare data from other companies in an 
easy, yet meaningful, way. The information from readily 
available financial statements and filings, such as from the 
EDGAR or commercial databases, unfortunately is difficult to 
comprehend without processing that requires a high level of 
skill and time consuming, expensive labor. Likewise, the 
complexity and variation in financial statements as described 
above likewise often makes it difficult and expensive for many 
companies to analyze their own financial performance. From the 
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standpoint of businesses, it is difficult to identify cost 
drivers and examine cost cutting strategies because the most 
readily available and complete financial data is compiled for 
the purpose of financial statements and tax filings. Given the 
inaccuracies built into financial data numbers via tax and 
accounting conventions, companies are left with the non- ideal 
options of collecting raw data or attempting to use financial 
data while correcting for any systematic inaccuracies. 

Since companies often encounter these difficulties 
when trying to quantitatively and accurately compare their 
performance and business situation with those of their peers, 
they likewise find it difficult to gauge whether certain cost 
reduction strategies that have been employed successfully by 
other companies (and restructuring-based cost reduction 
strategies in particular) will have similar desirable impacts 
for them. A company considering restructuring to reduce costs 
needs the ability to accurately compare its financial position 
and metrics to that of companies the have successfully and/or 
unsuccessfully employed similar cost reduction strategies. In 
this manner, more effective use can be made of case studies and 
trade publications. 
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Therefore, companies need improved mechanisms for 
identifying and implementing cost cutting strategies that 
overcome the inherent difficulties in objectively measuring and 
benchmarking financial data and metrics (e.g., net sales, gross 
sales, profitability, market share, research and development 
expenditures, labor force size, cash holdings, fixed costs, debt 
load, manufacturing capacity, assets allocation, etc.) that are 
used to measure and track a given company's respective value 
drivers and cost levers. A mechanism that allows simplified and 
objective analysis of the financial performance of a company and 
meaningful comparison of the company's performance with other 
companies to permit accurate identification of cost levers and 
value drivers, and that suggests potential cost saving 
strategies suitable for the company would provide significant 
value realization. 

Summary of the Invention 

In light of the problems presented by the state of the 
art in analyzing and implementing cost reduction strategies, it 
is an object of one or more embodiments of the present invention 
to provide an electronic system, tool and related methods that 
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allow for meaningful comparisons of the performance and status 
of companies using readily available financial data. 

Further, it is an object of one or more embodiments of 
the present invention to provide an electronic system, tool and 
related methods that are adapted to accurately identify key cost 
levers within a company for targeting with subsequent 
appropriately tailored cost reduction strategies. 

Also, it is an object of one or more embodiments of 
the present invention to provide an electronic system, tool and 
related methods that enable the identification of various cost 
reduction strategies and approaches suitable for providing 
beneficial impacts upon identified cost levers and drivers of 
interest to a particular company. 

Additionally, it is an object of one or more 
embodiments of the present invention to provide an electronic 
system, tool and related methods that retain a compilation of 
case studies that are organized according to various cost 
reduction strategies such that case studies concerning various 
cost reduction strategies of particular interest can be 
identified within the compilation and then analyzed with respect 
to the situation of a target company. 
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Similarly, it is an object of one or more embodiments 
of the present invention to provide an electronic system, tool 
and related methods that enable a flexible cost reduction 
approach that is generally applicable various companies and that 
is capable of accelerating the cost reduction process, 
restructuring costs for sustainable benefits, and reducing the 
time lag to obtain positive results. 

In response to these and other needs, the various 
embodiments of the present invention provide an electronic 
system, tool and related methods for automatically examining a 
company's financial data and detecting the key levers or drivers 
that affect the company's cost structure, and, in turn, 
profitability. The embodiments of the invention thereafter link 
the identified cost levers to one or more pertinent business 
capability recommendations where each linked capability 
recommendation is tailored to provide at least one element of a 
cost reduction strategy adapted to target one or more of the 
identified levers. Further, the embodiments of the invention 
provide a business capability overview for each capability 
recommendation, where the overview can contain case studies, 
implementation plans, integration implications, sample benefit 
and impact forecasts and other relevant information pertaining 
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to the understanding, assessment and implementation of that 
particular capability recommendation. In this manner, a user is 
provided with a substantially simplified way to identify 
possible cost reduction strategies that may be of interest to 
the target company, as well as obtain useful information that 
provides guidance regarding the selection and implementation of 
those strategies. 

Specifically, one embodiment of the present invention 
includes an electronic system on which operates a cost reduction 
analysis tool and a cost lever identification tool. The tools 
include software-driven applications and modules that 
automatically perform various steps of related cost lever 
identification methods and strategy selection functionality 
methods of the present invention. The two software driven tools 
operate in electronic communication to analyze the financial 
information of a company to identify key cost levers, and then 
assist in the selection of appropriate cost reduction strategies 
by which the company can effectively address those levers. 

In such embodiments of the invention, the various 
modules of the cost lever analysis tool utilize various 
financial performance data as inputs to identify and provide 
metrics data and reports for the analysis of cost levers. The 
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financial performance data used as an input to the cost lever 
analysis modules can include financial and stock price data 
(which may be publicly available or obtained through non-public 
sources) for a target company as well as selected other 
companies for sake of comparison. The cost lever analysis tool 
thereafter performs an analysis of the performance of the target 
company with respect to one or more other companies or industry 
baselines in terms of levers and drivers of shareholder value, 
or, in other words, the relative strength and weaknesses of the 
target company as reflected by various performance metrics. The 
modules of the cost lever analysis tool operate in concert to 
deconstruct the various elements that make up shareholder value 
into useful indicators and metrics. The cost lever analysis 
tool thereafter outputs various metric data values, and 
optionally compiles reports and comparison charts, which are 
indicative of and illustrate the performance of the target 
company with respect to the industry/market and/or the target 
company's peers/competitors. These performance comparisons 
thereby enable the target company to identify cost levers, and, 
therefore, areas within the target company that are suitable for 
further analysis regarding possible worthwhile cost reduction 
efforts . 
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In some preferred embodiments of the present invention, 
the cost lever analysis tool comprises a spreadsheet or other 
computerized program that is adapted to receive various 
financial data and user inputs and use these inputs to calculate 
spread, growth, and other metrics utilized to review the 
elements of total cost in a company and identify cost levers for 
targeting with cost reduction strategies. 

Optionally, in preferred embodiments the present 
invention further evaluates the financial data of other publicly 
traded companies, such as those in the same industry, and 
compares the various factors affecting costs. Also optionally, 
such financial data for other companies or for an industry in 
general can be obtained automatically via a commercial 
electronic provider of such data. 

Also, in embodiments of the present invention, cost 
levers identified through the cost lever analysis tool are used 
as a primary input by the cost reduction strategy tool. Like 
the cost lever analysis tool, the cost reduction strategy tool 
includes various logic modules that intercommunicate to provide 
outputs useful in assisting the target company in identifying, 
investigating, and implementing potentially useful cost 
reduction strategies, including a capability-linking module and 
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a case study repository module. Using the various outputs of 
the cost lever analysis tool, the capability linking module of 
the cost reduction strategy tool provides suggested cost 
reduction strategies suitable for addressing the areas for cost 
reduction opportunities identified by the cost lever analysis 
tool. These cost reduction strategies are in the form of 
various business capability recommendations, with each of the 
business capability recommendations being linked by the linking 
module with one or more capability overviews, including case 
studies, implementation plans, and the like, that are associated 
with the leading and/or emerging best practices in one or more 
industries with respect to that capability. The case studies 
focus on the financial benefits achieved by particular business 
capabilities in certain circumstances and include results 
analyses in those cases providing benchmarking via certain 
financial metrics, including, for example, COGS, SG&A, and 
capital invested to support the capability. In this manner, 
appropriate cost reduction strategies for a target company can 
be identified. 

Cost -reducing business capability recommendations, for 
example, can concern customer self-service extranet 
installations to give selected customers access to electronic 
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information including order status and payment data. Similarly, 
a particular linked capability recommendation can concern a 
corporate intranet made accessible to employees that permits 
those employees to get self-service information about their 
benefits and other company data, or on-line catalog capabilities 
that can be established for use in internal procurement 
functions. Likewise, cost-reducing capabilities can include 
electronic procurement systems that, for example, support 
optimized and centralized procurement processes that are 
described in the related business capability overview as being 
successful in reducing the number of suppliers, developing 
strategic sourcing capabilities, or enabling the company to join 
new industry electronic marketplaces. Similarly, electronic 
customer service centers can be another type of capability 
recommendation with a capability overview that includes case 
studies showing how such service centers have allowed dynamic 
configuration and pricing quoting for customers, advanced order 
management functions, and other features of customer self- 
service to reduce customer service staffing costs. 

As described herein, the systems and related methods 
of the present invention provide persons who need to analyze and 
enact measures to modify the cost structure of a company with 
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the integrated capabilities of the cost reduction analysis tool 
and cost lever identification tool. The software-driven 
applications and modules of the tools automate the 
identification and selection, and planning for implementation of 
cost reduction programs that balance a portfolio of traditional 
cost reduction approaches and newer cost reduction actions to 
drive significant increases in profitability. 

Brief Description of the Drawings 

A more complete understanding of the present invention 
and advantages thereof may be acquired by referring to the 
following description taken in conjunction with the accompanying 
drawings, in which like reference numbers indicate like features, 
and wherein: 

FIG. 1 is a flow diagram illustrating a cost lever 
analysis and cost reduction strategy method according to 
embodiments of the invention; 

FIG. 2 is a schematic diagram depicting an electronic 
system for operation of a cost lever analysis tool and a cost 
reduction strategy tool in accordance with embodiments of the 
present invent ion ; 
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FIG. 3 is a logical diagram depicting how the 
components of shareholder value are broken down to identify cost 
lever centers and related cost levers by the cost lever analysis 
tool in accordance with embodiments of the present invention; 

FIG. 4 is a logical diagram depicting how the cost 
levers are linked to business capability recommendations adapted 
to address particular cost levers of interest by the cost lever 
analysis tool in accordance with embodiments of the present 
invention; 

FIG. 5 is a schematic diagram depicting the operation 
of the system of FIG. 1 within a larger environment including 
external networked electronic data sources in accordance with 
embodiments of the present invention; 

FIG. 6 depicts an exemplary output graph summarizing 
the findings of a cost lever assessment as may be performed by 
the system of FIG. 1; 

FIG. 7 and FIG. 8 are illustrations depicting user 
views of a cost reduction strategy tool according to embodiments 
of the present invention; 

FIG. 9 is an illustration of the layout of a sample 
cost reduction strategy implementation plan template that can be 
produced according to embodiments of the present invention; and 
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FIG. 10, FIG. 11 and FIG. 12 are logic diagrams 
depicting how various cost metrics and diagnostic ratios can be 
calculated and utilized to identify value and cost drivers and 
levers . 

Detailed Description of the Preferred Embodiments 

Embodiments of the present invention enable managers 
of a given company to identify, select, and establish cost 
reduction programs that balance a portfolio of traditional cost 
reduction approaches and newer cost reduction actions to drive 
significant increases in profitability. The various embodiments 
of the present invention provide an electronic system, tools and 
related methods for automatically examining a company's 
financial data and detecting the key cost levers or cost drivers 
that affect the company's cost structure, and, in turn, 
profitability. The embodiments of the invention thereafter link 
the identified cost levers to one or more pertinent business 
capability recommendations where each linked capability 
recommendation is tailored to provide at least one element of a 
cost reduction strategy adapted to target one or more of the 
identified levers. Further, the embodiments of the invention 
provide a business capability overview for each capability 
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recommendation, where the overview can contain case studies, 
implementation plans, integration implications, sample benefit 
and impact forecasts and other relevant information pertaining 
to the understanding, assessment and implementation of that 
particular capability recommendation. In this manner, a user is 
provided with a substantially simplified way to identify 
possible cost reduction strategies that may be of interest to 
the target company, as well as obtain useful information that 
provides guidance regarding the selection and implementation of 
those strategies. 

Systems according to the present invention comprise 
modules, tools, applications and computing programs adapted to 
perform various cost lever analysis and cost reduction strategy 
selection functionalities. As depicted in the flow diagram of 
FIG. 1, one cost lever analysis and cost reduction strategy 
selection method 100 performed by the systems according to 
embodiments of the invention is initiated by the user 
accumulating financial data regarding the target company at step 
101, and then entering that target company data into a cost 
lever analysis tool according to the invention at step 102. 
This cost lever analysis tool is adapted to automatically 
examine the target company's financial data and detect the key 
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cost levers that affect the company's cost structure and 
profitability. As described in further detail below, this 
financial data utilized by the tool could be of a variety of 
types obtained from a variety of sources, and can be entered 
into the cost lever analysis tool in a variety of methods (e.g., 
manually or automatically) . 

The cost lever analysis tool thereafter performs 
various financial calculations based upon the inputted financial 
data and produces normalized and/or base-lined financial metrics, 
diagnostic ratios, reports and the like that focus on the cost 
structure, drivers and levers of the target company at step 103. 
These financial metrics related outputs from the cost lever 
analysis tool are then reviewed by the user to identify cost 
levers for the company that then could be targeted with cost 
reduction initiatives, step 104. 

For example, the reports outputted by the cost lever 
analysis tool for a given target company could show that the 
target company had reported growth in their cost of goods sold 
substantially greater than that experienced by their more 
successful competitors. This particular result would then be 
seen as a red flag informing the user to investigate further in 
this area, such as by reviewing further metrics, diagnostics and 
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data relating to various components of costs of goods sold, such 
as labor costs, procurement costs, direct material costs, 
freight costs and the like. 

In preferred embodiments of the invention, the outputs 
of the cost lever analysis tool include reports that detail 
various metrics and diagnostic ratios in an organized manner. 
These metrics and diagnostic ratios can include, for example, 
profitability ratios (such as return on invested capital, gross 
profit margin, operating margin, and revenue growth) , management 
effectiveness ratios (such as return on equity and return on 
assets) , expense ratios (such as cost of goods sold, sales, 
general and administrative expenditures, depreciation and 
amortization, advertising costs, research and development 
expenditures, and miscellaneous operating expenditures) , and 
efficiency ratios (such as receivables days outstanding, net 
sales to inventory, inventory turnover, payables period, 
employee efficiency, operating income per asset, and general 
efficiency ratios) . The outputted reports can include various 
charts, graphs, comparisons and the like as may assist in 
presenting the derived metrics and ratios in a meaningful way 
(such as in, for example, the graph depicted in FIG. 6 and 
described below) . Optionally, the user at step 104 can review 
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the various outputs of the cost lever analysis tool in light of 
external information regarding the target company, including 
analyst reports, client and client team research, benchmarking 
studies, and historic industry standards. Upon reviewing the 
outputs and identifying basic problematic cost lever centers, 
such as cost of goods sold, sales, general, and administrative 
expenditures, etc., the user can drill down the particular 
common cost drivers of the problematic cost centers to identify 
particular cost levers of interest. For example, upon 
identifying that the target company's sales, general, and 
administrative ("SG&A") expenditures are out of line with 
industry norms, the user knows to consider further any metrics, 
diagnostic ratios or reports that reflect the cost drivers that 
negatively impact SG&A. Such cost drivers could include 
functional costs issues, such as relating to human resources, 
information technology, finance, corporate, sales, and marketing, 
and cross enterprise costs issues, such as relating to 
administrative overhead, training, and program management. In 
our example relating to cost problems stemming from SG&A, 
further analysis could, for example, inform the user that poor 
performance by the target company is reflected in employee 
efficiency, labor expense as a percentage of sales, and 
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efficiency ratio (such as could stem from increasing costs 
relating to difficulties in retaining quality staff and 
retooling costs for obtaining and training replacement staff) . 
In this manner, a universe of potential cost levers associated 
with the identified cost drivers could thereby be identified. 

Upon reviewing the outputs from the cost lever 
analysis tool and identifying potential levers at step 104, the 
user is now able to begin using a cost reduction strategy tool 
according to the invention at step 105 to select cost levers of 
interest to the target company from the levers identified at 
step 104. This cost reduction strategy tool is adapted to link 
various cost levers to pertinent business capability 
recommendations that can provide a positive impact on the levers, 
and is adapted to then provide business capability overviews 
containing case studies, implementation plans, integration 
implications, sample benefit and impact forecasts and other 
relevant information pertaining to the understanding, assessment 
and implementation of a particular business capability 
recommendation. As described in further detail below, the 
linked recommendations and overviews for particular levers help 
the user obtain useful information that provides guidance 
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regarding the selection and implementation of effective cost 
reduction strategies. 

At step 105, the user begins to explore and select one 
or more problematic cost levers of interest that have some 
applicability to one or more cost centers/drivers of the target 
company. Continuing with the example from above, this could 
entail deciding that retooling costs for replacement staff is a 
more significant or viable lever than retention of quality staff 
for the target company because cost reduction efforts aimed at 
reducing retooling costs might provide more immediate and cost 
effective impact. Thereafter, at step 106, the user accesses 
the cost reduction strategy tool to identify and explore various 
business capability recommendations linked to each selected 
lever. For example, to address the lever of the target 
company's retooling cost structure through reduction of training 
costs, one such business capability recommendation linked to 
that lever could be the implementation of outsourced training 
programs, and a second could relate to purchase and use of 
electronic training and learning systems for new and existing 
employees. In embodiments of the invention, each business 
capability recommendation linked to a particular lever by the 
cost reduction strategy tool is known to work effectively to 
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reduce costs under given circumstances through the linked cost 
lever. These linked business capability recommendations include 
both traditional fast -acting cost reduction strategies as well 
as restructuring-based strategies, such as high value 
electronically enabled business capabilities that can 
fundamentally change the target company's cost structure. 

Further, for each business capability recommendation, 
the cost reduction strategy tool provides the user with access 
to business capability overviews. At step 107, the user reviews 
the appropriate business capability overviews through the cost 
reduction strategy tool to obtain information to determine 
whether particular business capabilities would serve as a 
suitable cost reduction strategy for the target company. The 
overviews are maintained with descriptions regarding the leading 
or emerging best practices related to the capability, 
descriptions regarding typical financial benefits delivered by 
adoption of the recommendation (impact over one or more time 
frames on cost of goods sold, SG&A, etc.), notations of 
integration concerns, and identification of considerations 
regarding implementation and necessary capital investment. 
After reviewing the information repository relating to the 
business capabilities, the user is thereby able to make a 
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' simplified and informed decision at step 108 selecting those 

I business capabilities that will be implemented as part of an 

I overall cost reduction strategy for the target company. These 

I 

business capabilities are thereafter combined into a cost 
' reduction program at step 109, and using the information from 

the business capability overviews, the user can be assisted in 
preparing an implementation plan for the cost reduction program 
at step 110. 

The general functional operation of the invention 
having been thus described, FIG. 2 schematically illustrates a 
system 100 for cost lever analysis and cost reduction strategy 
selection in accordance with embodiments of the present 
invention. As depicted in FIG. 2, the system 200 may include 
various software-driven applications that include modules that 
automatically perform various steps of related cost lever 
identification and strategy selection functionalities of the 
present invention, as generally described above with respect to 
FIG. 1 and as will be further described in detail below. 
Specifically, the system 2 00 may include two software driven 
tools that operate in electronic communication, a cost lever 
analysis tool 210 and a cost reduction strategy tool 220. 
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In embodiments of the present invention as depicted in 
FIG. 2, this cost lever analysis tool 210 utilizes various types 
of financial performance data as inputs. This financial 
performance data can include known financial and stock price 
data (which may be publicly available or obtained through non- 
public sources) for the target company, and can optionally 
include like data for selected other companies for sake of 
comparison. As described herein, the tool 210 can also 
optionally take as an input various decisions or assumptions 
made in advance concerning appropriate cost-reduction strategies 
and proposals (such as, for example, utilizing rules to filter 
out invalid or already undertaken recommendations, outlier data, 
or recommendations the implementation of which would exceed 
established budgetary or logistical constraints) . The cost 
lever analysis tool 210 thereafter performs an analysis of the 
performance of the target company with respect to the other 
companies in terms of shareholder value as it is broken down and 
described by the relative strength and weaknesses of various 
performance metrics for the target company (as compared to any 
selected other companies, to baselines, or to industry norms) . 
As depicted in FIG. 2, the cost lever analysis tool 210 contains 
an ROIC (''return on invested capital") module 211, a WACC 
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(**weighted average cost of capital") module 212, an organic 
growth module 213, and an M&A module 214 that are all in 
electronic communication with one another. The modules 211-214 
operate in concert to deconstruct the various elements that make 
up shareholder value and associated costs. The cost lever 
analysis tool 210 thereafter outputs various metrics, ratios, 
reports and comparison charts that illustrate to the user the 
performance of the target company with respect to the market and 
its peers/competitors. These performance comparisons thereby 
enable one to identify suitable areas for targeting with cost 
reduction efforts. In this manner, and as will be shown in more 
detail within FIG. 3 and FIG. 4, the key cost levers for a given 
company can thereafter be identified. 

As will be understood by one skilled in the art, 
modules 211, 212, 213, and 214 of cost lever analysis tool 210 
comprise the processes, applications and routines that are 
utilized for calculating metrics and data regarding the ROIC, 
WACC, Organic Growth, and Growth through M&A, respectively. In 
a basic implementation, for example, the cost lever analysis 
tool 210 can comprise a spreadsheet or similar application that 
is adapted to receive various financial data streams and user 
inputted data in designated locations, and then use these inputs 
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to calculate spread, growth, and other metrics and ratios 
utilized to review the various elements of total cost in a 
company, thereby identifying cost levers for targeting with cost 
reduction strategies. 

Again, as shown in Fig. 2, these identified cost 
levers are thereafter used as an input to the cost reduction 
strategy tool 220. The cost reduction strategy tool includes a 
capability-linking module 221 and an overview and case study 
repository module 222, both in electronic intercommunication as 
shown. Taking the various outputs of the cost lever analysis 
tool 210 as inputs, the cost reduction strategy tool 220 
provides suggested cost reduction strategies suitable for the 
identified cost reduction opportunity areas in the form of 
various business capability recommendations. Each of the 
business capability recommendations are linked by module 221 to 
one or more capability overviews maintained in repository module 
222. The capability overviews are associated with the leading 
and/or emerging best practices in one or more industries with 
respect to that capability, and the overviews preferably include 
case studies that focus on the financial benefits achieved by 
particular business capabilities in certain circumstances and 
include results analyses in those cases providing benchmarking 
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via certain financial metrics, including, for example, cost of 
goods sold (known commonly as "COGS"), sales, general and 
administrative expenditures (known commonly as ''SG&A"), and 
capital invested to support the capability. In this manner, 
appropriate cost reduction strategies for a target company can 
be identified and explored. 

Cost -reducing strategies, for example, can include 
customer self-service extranet installations to give selected 
customers access to electronic information including order 
status and payment data. Similarly, another strategy can 
recommend the implementation of an employee Internet or intranet 
portal to permit employees to get information about their 
benefits and other company data, and an additional other 
strategy can recommend the implementation of on-line catalog 
capabilities for use in internal procurement functions of the 
organization. In particular, electronic procurement 
capabilities can provide optimized and centralized procurement 
processes by reducing the number of suppliers, developing a 
strategic sourcing capability, and, for example, enabling the 
joining of new industry electronic market places. Electronic 
customer service centers can allow dynamic configuration and 
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pricing quoting for customers, advanced order management 
functions, and other features of customer self-service. 

The logical operation of the cost lever analysis tool 
210 is illustrated schematically by FIG. 3, with the related 
logical operation of the cost reduction strategy tool 220 being 
likewise illustrated schematically in FIG. 4. As shown in FIG. 
3, the major cost component measures of shareholder value can be 
conceptually broken down into various sub components. At a 
first level of depth 310, shareholder value can be improved by 
improving the capital allocation of invested capital 311, or by 
increasing the net operating profit after tax ("NOPAT") 312. 
The manners whereby NOPAT can be increased are further broken 
down by FIG. 3 at the next level of depth 320 to include the 
alternative paths of: increasing revenues 321, reducing taxes 
paid 323, and decreasing operating costs 322. Therefore, as 
shown in FIG. 3, one pathway for increasing shareholder value is 
by increasing NOPAT through decreased operating costs. Likewise, 
improving capital allocation 311 can be further broken down at 
level 320 into its subcomponent of reducing the cost of capital 
324. (FIG. 3 further breaks down the pathway through decreasing 
operating costs 322 only for sake of simplicity.) 
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As depicted in FIG, 3, the decreasing of operating 
costs 322 can be further broken down conceptually at level of 
depth 330 as including the alternative cost lever centers 
relating to reducing the COGS 331, reducing SGScA expenditures 
332, reducing R&D costs 333, and improving the deployment of 
capital 334. Each of the cost lever centers 331 through 334 for 
decreasing operating costs in turn can be related to one or more 
cost levers. Certain ones of these cost levers are itemized in 
FIG. 4. 

Turning now to FIG. 4, there is depicted the cost 
lever centers 331 through 334 (as previously depicted in FIG. 3) , 
and within each cost lever center are shown various related cost 
levers 401. By way of illustration, a cost lever relating to 
"Training Costs" is located within the cost lever center 332 for 
reducing SG&A expenditures. As shown in FIG. 4, the levers 401 
within each cost lever center are linked with various business 
capability recommendations 410. Preferably, there is at least 
one business capability recommendation 410 associated with each 
cost lever 401, but more than one lever 401 can be associated 
with a given recommendation 410. For example, as depicted, a 
business capability recommendation relating to "Outsourced 
Shipping and Tracking" is associated with cost levers associated 
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with reducing the COGS and reducing SG&A expenditures, meaning 
that such a recommendation might be particularly attractive to a 
target company that is performing poorly in both areas. 

In certain embodiments of the invention as depicted in 
additional detail in Fig. 5, the system 200, and thus cost lever 
analysis tool 210, can be connected to a financial data 
repository 520 via a distributed network, such as the Internet 
530. A user 510 could access the system 200 either directly, as 
shown in the solid communication line, or alternatively, as 
shown with the broken line communication line, could access the 
system 2 00 from a remote computer over the Internet 530. The 
financial data repository 520, as described above, may, for 
example, be the EDGAR website administered by the United States 
Security and Exchange Committee, commercial services like 
Standard and Poor's Compustat database (available at 
www.Compustat.com) or Thomson Financial's Global Access database 
(available at www.Primark.com), or other publicly accessible 
source of financial data. In this embodiment, the cost lever 
analysis tool 210 and cost reduction strategy tool 220 could 
comprise applications present on an Internet accessible server 
and made available in controlled fashion to various users and 
applications via the distributed network through a standard web 
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browser driven interface. Additionally, the cost lever analysis 
tool 210 could be adapted to accept various inputs from the user 
510 as described herein to use with the information obtained 
from the financial data repository 520. For instance, the cost 
lever analysis tool 210 may interface with other software 
applications made available by the system 2 00, such as data 
mining applications (not depicted) that utilize Extended Meta 
Language to automatically search for and return relevant 
information from the financial data repository 520. 

As described above, the cost lever analysis tool 210 
may optionally visually display results in a variety of formats, 
such as, for example, various reports and graphs. One such 
graph is the sample Shareholder Return Graph 600 as depicted in 
FIG. 6. This particular type of graph 600 compares growth (as 
represented by the Compound Annual Growth Rate C'CAGR")) and the 
spread (as measured by the difference of the return to investors 
and the weighted cost of capital) . Generally speaking, 
companies having above average growth and spread have higher 
rates of return. Thus, the Shareholder Return Graph 600 
identifies certain companies as top industry performers and 
others as underperf ormers . Users can use various different 
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graphs and reports as produced by the cost lever analysis tool 
in order to assist in identifying key cost levers. 

Referring now to FIG. 7, there is depicted a sample 
user view 700 from a cost reduction strategy tool according to 
embodiments of the present invention. The user view 700 is an 
example of a suitable user view for allowing a user to identify 
business capability recommendations linked to cost levers of 
interest. As shown in user view 700, the user is provided with 
a list of cost lever links 701 along the left side of the screen 
{''Improve Cash Flow ..." , ''Increase Forecast Accuracy ..." , "Reduce 
Training Costs ..." , etc.) that the user can select, with each 
link relating to a different cost lever. Selection of a 
particular cost lever link 701 causes the display along the 
right side of user view 700 of background information 702 
concerning the appropriate cost lever, and a name 703 and, 
optionally, a short summary 704 regarding each business 
capability recommendation linked by the cost reduction strategy 
tool to the appropriate cost lever (additional listings and 
short summaries for additional linked business capability 
recommendations being available by scrolling down as is known in 
the art) . In the user view 700 depicted in FIG. 7, the cost 
lever link "Reduce Training Costs" has been selected by the user. 
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causing the display of background information 702, and business 
capability recommendation names 703 (such as "eLearning" ) . 
Optionally, as depicted, introductory information is also 
provided in this user view for each recommendation that can 
operate on the target company through the cost lever ''Reduce 
Training Costs." Employing user view 700 to interact with the 
cost reduction strategy tool, a user can thereby identify and 
explore any of the various business capability recommendations 
associated with cost levers of interest. 

FIG. 8 depicts a user view 800 from the cost reduction 
strategy tool that may be used to allow the user to review the 
business capability overviews for a particular business 
capability recommendation. A user could reach user view 800, 
for example, by selecting a link in user view 700 pertaining to 
a particular business capability recommendation of interest 
(such as via a hyperlinked name 703 for a chosen one of the 
business capability recommendations in user view 700) , or by 
navigating directly to desired overview by selecting the 
business capability recommendation from one or more lists. As 
shown in FIG. 8, an overview 801 can be provided in a window on 
one side of the display, and could appear as, for example, a 
document containing various sections and having hyperlinks 
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embedded within the document for viewing additional related 
information. The recommendation overview 800 displayed in user 
view 800 has a table of contents 802 identifying various 
sections of the document and which can provide a mechanism for 
jumping directly to a particular section within the overview 
document. Sections of an overview document can include, for 
example, a Definition of the recommendation, an Introduction, a 
discussion of Leading Practices, a description of Financial 
Benefits (preferably broken down to describe the impact upon key 
metrics or business parameters, such as by identifying potential 
benefits to COGS, SG&A, and Capital Deployed), Sample Benefits, 
Implementation Considerations, Business Integration Implications 
(such as relating to processes, personnel changes, and 
technology) , Case Studies, Representative Solution Providers, 
Value Creating Opportunities, Value Network Relationships, 
Related Sub-processes, Related Cost Reduction Capabilities, and 
Research Footnotes. A user can thereby scroll down and review 
relevant portions of the overview document and access various 
case studies and other relevant information to determine whether 
a given business capability recommendation is appropriate for 
the target company. 
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FIG. 9 is an illustration of the layout of a sample 
cost reduction strategy implementation plan template 900 that 
can be produced by the cost reduction strategy tool according to 
embodiments of the present invention. Implementation plan 
template 900 provides sections 901-905 summarizing expected 
economic impacts (901) , summarizing the selected strategy (902) , 
identifying an expected implementation schedule and plan (903) , 
projecting cost considerations (904) , and projecting key 
benefits (905) . Optionally, according to the present invention, 
a template implementation plan 900 can be automatically produced 
by the cost reduction strategy tool upon the user selecting a 
business capability of interest for implementation and 
combination into a cost reduction plan. This template can be 
generated with default or suggested values for the 
implementation timelines, cost and benefit projections and the 
like, which may then be later reviewed and revised by the user 
in light of the overview (and overviews for other selected 
business capabilities) and customized as appropriate. In this 
manner, the user is able to leverage the information stored in 
the repository of the cost reduction strategy tool most easily 
while compiling a finalized cost reduction plan. 
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The present invention now having been described in 
detail to one of ordinary skill in the art, description will now 
be provided with respect to the functional operation of a cost 
lever analysis tool according to one particular preferred 
embodiments of the invention. 

As depicted in FIG. 10, the cost lever analysis tool 
of the present invention performs a cost reduction analysis 
according to preset logic 1000 to automatically evaluate various 
factors contributing to a particular company's cost structure. 
The identification of cost levers, as will appreciated by those 
skilled in the art, turns on an analysis of the total return to 
shareholders ("TRS") and the various cost and revenue components 
of TRS. TRS has various components, and there are various 
mechanisms for assessing those components. Logic 1000 according 
to the present invention, however, analyzes TRS by analyzing the 
metrics known as spread and growth. As shown in FIG. 10, spread 
1010 and growth 1050 can be determined in parallel, with the 
determination of spread 1010 requiring the determination of sub 
components 1020 and 1030, and the determination of growth 1050 
requiring the determination of sub components 1060 and 1070. 
These various component and sub component determinations are 
described in greater detail below. 
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The various calculations taken into account by logic 
1000 and the various methods according to the present invention 
typically use, for example, the information found in a company's 
financial statement as an input. Such financial statements 
generally consist of a balance sheet, income statement, cash 
flow statement, and notes to the financial statements. 

As indicated above, the cost lever analysis logic 1000 
of FIG. 1000 includes the steps of calculating spread 1010 and 
the calculation of growth 1050. The calculation of spread 1010 
addresses value through the business operations of the company 
where the calculation of growth 1050 address changes in the 
value of the company through changes in its size and structure. 
The combination of both spread and growth can thereby be used to 
gauge the relative health and vitality of a given company and 
its various operations and subunits. 

Referring to FIG. 10, it is shown that the 
determination of spread 350 requires the calculation of a return 
on invested capital ("ROIC") 1020 and a weighted average cost of 
capital (^'WACC") 1030. The ROIC value captures the return on 
the investment provided by the company's investors (debt and 
equity investors) . ROIC is defined in Equation 3 ("Eq. 3") 
below: 
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ROIC = NOPLAT / Invested Capital {Eq. 3) 

In Equation 3, Invested Capital represents capital 
provided by debt and equity investors. Invested capital is 
money invested to derive a company's operating profits. 
Continuing with Equation 3, net operating profit less adjusted 
taxes ( ''NOPLAT") is the total operating profits for a business 
with adjustments made for taxes. Thus, NOPLAT measures the 
total cash available for distribution to financial capital 
contributors . 

The company's invested capital is needed to determine 
ROIC 1020 using Equation 3. In theory, debt and equity 
investors are the only group that demands a return from the 
company's operations. The debt investor invests capital as 
reflected by the amount of a note. The amount owed to debt 
investors is reflected on a company's balance sheet at the 
current maturities of long-term debt, long-term debt, and 
capitalized leases. The debt investor has an expected return of 
interest on the outstanding obligation of the company. An 
equity investor may provide an initial investment that appears 
on a company's balance sheet as common stock, additional paid- 
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in-capital, or as preferred stock. Conversely, equity investor 
may provide earnings from the initial investment may be 
reinvested in operations and these reinvested earnings appear on 
a company's balance sheet as retained earnings. In exchange for 
the initial investment and the reinvested earnings, the equity 
investor expects to receive capital appreciation plus dividends. 

Invested capital (abbreviated "I-CAP") may be 
determined using Equation 4A or 4B: 

I -CAP « Working Capital + Fixed Assets (Eg. 4A) , 

or 

I -CAP « Debt + Equity (Eg. 4B) 

where working capital equals current assets minus current 
liabilities . 

The calculation of invested capital preferably 
includes the consideration of quasi-debt and quasi-equity . The 
term quasi-debt is used herein to refer to money that a company 
has borrowed to fund retirement-related liabilities, and the 
quasi-debt effects investors' interests because of the negative 
future returns associated with the cost of the debt. The quasi- 
debt is generally included in "other long-term liabilities" or 
another similar entry in a company's balance sheet. The term 
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quasi-equity, as used herein, refers to deferred income taxes. 
The quasi -equity should be included in the calculation of 
invested capital because it may produce a return to shareholders 
in the form of capital . 

To calculate invested capital using either Equations 
4A or 4B, the company's balance sheet may be organized to see 
how much capital is invested in the company by equity and debt 
investors and how much of the capital has been invested in 
operating activities and other non-operating activities. 
Invested capital may then be calculated in two ways - either 
identifying where the capital is invested (essentially Working 
Capital + Fixed Assets) or identifying the sources for the 
capital (essentially Equity + Debt + other) . 

More specifically, the identifying of where the 
capital is invested begins by determining net operating working 
capital. The determining of net operating working capital in 
generally includes calculating the difference between operating 
current assets and operating current liabilities. The operating 
working capital is added to (1) net property, plant and 
equipment and (2) other assets net of other liabilities to 
calculate operating invested capital. Then, the operating 
invested capital may be summed together with goodwill and 
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cumulative goodwill written off (which is typically not 
available from publicly available data) to calculate operating 
invested capital after goodwill. The operating invested capital 
after goodwill is then added to excess marketable securities and 
non-operating assets to calculate total investor funds. 

Alternatively, invested capital may be calculated by 
identifying the sources for the capital. Specifically, adjusted 
equity is calculated by adding equity, cumulative written off 
goodwill and deferred income taxes ( i.e. , quasi assets) . The 
adjusted equity is then summed with debt and retirement related 
liabilities ( i.e. , quasi debt) to calculate total investor funds. 
It should be appreciated that the amount of invested capital 
determined through either identifying of where the capital is 
invested identifying the sources for the capital should be the 
same . 

Referring back to Equation 3, the next component 
needed to determine the ROIC 1020 is a calculation of the target 
company's NOPLAT. As described above, NOPLAT represents the 
residual return earned by the debt and equity holders after 
other stakeholders are paid in the operation of the business. 
Generally, NOPLAT may be calculated using Equation 5, 
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NOPLAT = EBITA - Cash Taxes {Eg. 5) 

where EBITA stands for "Earnings Before Interest, Taxes, and 
Amortization." EBITA is typically calculated by looking to the 
company's revenue, adjusted for the cost of goods/services (such 
as wages and material costs associated with producing the 
good/service and any depression) and other expenses including 
selling, general, and administrative costs (such as other wages, 
commissions, fees) . 

Continuing with Equation 5, the next task in 
calculating NOPLAT is to calculate the cash taxes paid on the 
EBITA. Generally, the cash taxes are calculated using GAAP 
income taxes adjusted for reverse deferred taxes. The reverse 
deferred taxes represents tax liabilities that are recognized 
for accounting purposes, but not for tax purposes. The cash 
taxes may be further adjusted for any lost interest expense 
deduction to determine the cash taxes on the EBITA. 

After determining EBITA and Cash Taxes on the EBITA, 
NOPLAT may then be calculated by subtracting the cash taxes on 
EBITA from EBITA. 

As with invented capital, NOPLAT may be determined in 
two ways, either adjusting from revenues (''top down") or adding 
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back to net income ("bottom up") . Either method may be used or 
both may be done to ensure that the calculations of NOPLAT are 
performed correctly. Thus, in the top down method, 

NOPLAT= Reported EBITA 

- Taxes on EBITA {Eq. 6) 

+ Increase in Deferred Taxes 

where the reported EBITA is the total revenues adjusted for the 
Cost of goods sold, selling, general and administration expenses, 
depreciation expense, and other operating expenses. In the top 
down method, a company's Net Income is summed with any increase 
in deferred taxes, goodwill amortization, any extraordinary 
accounting items (also called special items after taxes or after 
tax items) and minority interest income to calculate an Adjusted 
Net Income for that company. Then, the Adjusted Net Income is 
summed with any interest expenses after tax to determine the 
company's Total Income Available to Investors. NOPLAT may then 
be calculated by subtracting Interest income after-tax and Non- 
operating income after-tax from the Total Income Available to 
Investors . 
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After calculating NOPLAT and Invested Capital, the 
ROIC may be calculated as the ratio of NOPLAT to Invested 
Capital, as provided above in Equation 3. Thus, using the 
methods described above for calculating NOPLAT, a company's ROIC 
for a time period of interest may be calculated using the 
invested capital at the end of that period or by using the 
average invested capital during that period. 

It should be appreciated that ROIC can be 
disaggregated into smaller components that provide more insight 
into the performance of the asset under review. This 
disaggregation process can continue to levels with more and more 
actionable components. For instance, by substituting Equation 6 
in to Equation 3, ROIC may be redefined as suggested Equation 7. 

ROIC = EBITA/I-CAP * (1 - cash tax rate) (Eg. 7) 

ROIC may be further decomposed through simple manipulation of 
Equation 7 to produce Equation 7':. 

EBITA/I-CAP = (EBITA/Revenue) * (Revenue/I -CAP) (Eg, 7') 
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Equation 7' may be substituted into Equation x to produce 
Equation 8: 

ROIC = EITA/Revenue * Revenue/I-CAP (Eg. 8) 

* (1 - cash tax rate) 

In Equation 8, the ratio of EITA to Revenue represents a 
company's operating margin and the ratio of Revenue to Invested 
Capital represents that company's capital utilization. 

As depicted in FIG. 11, the component metrics and 
calculations used to calculate ROIC 1020 may be conceptually 
broken down into a tree logic 1100 to gain insight concerning a 
company's value and cost levers. Specifically, FIG. 11 depicts 
various inputs 1110 that may be used to calculate operating 
margin 1130 and capital utilization 1120. The operating margin 
1130 and capital utilization 1120 are then summed to determine 
pretax ROIC 1140, which is adjusted by a tax rate on EBITA 1150 
to calculate actual ROIC 1020. 

Referring again to FIG. 10, the calculation of the 
company's spread 1010 also is dependent upon a previous 
calculation of the Weighted Average Cost of Capital ("WACC") 
1030. The WACC of the assets of a target company can be thought 
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of as representing the opportunity cost of investors for putting 
their money into the company's asset. It is the sum of the cost 
of debt holders and the cost of equity holders, each weighted by 
their share of the overall value of the asset. Thus, WACC may 
be calculated using Equation 9: 

WACC = weighted cost of debt + 

weighted cost of equity (Eg. 9) 

The weighted cost of debt C'WCD") in Equation 9 may be 
calculated using Equation 10: 

WCD = Kd * (1-t) * D/(D+E) (Eg. 10) 

where Kd is the cost of debt, 

t is the tax rate on the debt, 

D is the market value of the debt, and 

E is the market value of the equity. 

In Equation 10, the product of and (1-t) represents 
the after tax cost for the debt and the ratio of the market 
value of the debt to the cost of the total debt and equity 
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[D/ (D+E) ] represents the weighting factor for the debt. In the 
same way, the weighted cost for equity (WCE) may be calculated 
using Equation 11, 

WCR = Ke * E/(D+E) (Eg. 11) 

where Ke is the cost of equity, and the ratio of the market value 
of the equity to the market of the total debt and equity 
[E/ (D+E) ] is the weighting factor for the equity. 

In most cases, the cost of capital for debt (Kd) is 
simply the yield to maturity of the bond at current market 
prices, adjusted for taxes. By definition, the Cost of Debt, Ka, 
is the marginal rate for each time period. The actual marginal 
rates for each time period may be hard to determine in many 
circumstances, so the cost of debt K<a optionally may be estimated 
by the company's yield to maturity on long-term debt, such as 
the cost for 5 to 10 year debt. This type of information is 
readily available for most publicly traded companies. Similarly, 
the tax rate t, representing current/expected marginal tax rate 
for the debt holder may be estimated using the company's 
current/expected marginal tax rate, which may be easily 
estimated or calculated using publicly available information. 
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In the absence of publicly traded debt, the cost of 
debt Kd can be determined by using the company's credit ratings. 
For instance, the cost of debt can be estimated by approximating 
the credit rating based on financial ratios such as debt/capital 
and times interest earned. 

The other portion of WACC, the cost of equity Ke may be 
calculated using the capital asset pricing model C'CAPM") . The 
capital asset pricing postulates that the investors set their 
opportunity cost of capital equal to the returns on risk- free 
securities, plus a premium for the systematic risk of the 
individual stock. In particular, the cost of equity Ke may be 
calculated as provided in Equation 12 : 

Ke = rf + (rni - rf) * S (Eg, 12) 

where Ke is the opportunity cost of capital for investors in 

this asset; 

rf is the risk-free rate of return available to all 

investors; 

rra is the historic market risk premium required to 
compensate investors for the additional risks 
associated with equity ownership; and 
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S is the factor by which a given stock's returns 

differ from the returns of the market portfolio. 

The CAPM says that there is a linear relationship between the 
cost of equity and the riskiness of the assets, as represented 
by the 6 value. The 6 value is the standardized measure for co- 
variance of stock returns with aggregate market return. A stock 
having a high S value tends to have exaggerated responses to 
moves by the market, while a low S stock tends to have muted 
responses . 

The risk-free rate (rf) represents the yield-to- 
maturity on long-term government bonds. For each year's cash 
flow, rf is the return on riskless assets of corresponding 
duration. Thus, rf may be difficult to determine since each 
year's cash flow has a different discount rate. The risk- free 
rate yield may be estimating using the maturity on long-term 
government bonds (in currency of cash flows) for all years of 
interest. If using the maturity on long-term government bonds 
during the years of interest causes a material impact due to an 
undesirably steep yield curve or an unusual cash flow pattern, 
separate discount rates for each year may be used in the 
alternative . 
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Continuing with Equation 12, the market risk premium 
ir^) may be determined by the forward-looking expected market 
premium, as tailored to local markets. However, rm is an area of 
intense debate between academics, bankers and consultants. 
Estimates for r^ may vary greatly depending, for instance, on the 
mean used, the time period examined, and whether rm is evaluated 
backwards or forwards. For simplicity, r^, for example, may 
optionally be estimated as 5% for all developed markets, which 
corresponds to the historical average return. 

Continuing with Equation 12, the fi value for a 
publicly traded company, a private company, or a business group 
is a forwarding looking & value reflecting company-specific 
volatility. Thus, predicted 6 values are generally preferred 
over historical 6 values, but 6 calculations from different 
sources can vary significantly. In particular, a S value for a 
publicly traded company is available through various resources. 
For instance, Barra®, Inc. of Berkeley, CA publishes a listing 
of fi values for companies in various industries, and this 
listing may be used to define a 6 value for the company as 
described above. The fi values published by BARRA are calculated 
using the past price behavior of the stock and market over the 
past five years and are calculated relative to the local portion 
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of the Financial Time Actuaries World Index. Other 
organizations publishing S values for publicly traded companies 
include Bloomberg, Standard & Poor's, and Valueline. 

The 6 value for the publicly traded company beta maybe 
located through one of the commercial listings and used unless 
the S value is substantively different from peer group values. 
In particular, if the S value is substantially different from a 
S value for the relevant industry, then the industry S value 
should be used in Equation 12 unless a clear rationale exist for 
the difference in the company's S value. In selecting related 
companies in the relevant industry for comparison, each company 
included in a diagnostic should adhere to a logical rational and 
set of criteria. 

With a business unit or private company, the 6 values 
may be taken from related publicly traded organizations with 
similar capital structures. More specifically, the first step 
510 is to identify listed companies that operate in the same 
field and to determine the S value for these related businesses. 
An initial estimate of a S value for the Business Unit/Private 
Company is calculated by averaging or otherwise combining the 
unlevered betas of the related companies. Next, the financing 
structure of the Business Unit/Private Company is evaluated 
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using known techniques to estimate the effect of the financing 
structure on the & value, as described in greater detail below. 
Consequently, a relevered 6 value for the Business Unit/Private 
Company is formed by adding in any impact of the financing 
structure . 



methodology includes adjusting the S value for the capital 
structure of the company of interest, since 6 values tend to 
increase as companies become more highly leveraged. To reflect 
this relationship between leverage and S value. Equation 13 may 
be used to modify reference 6 value (s) according to the 
company's debt -to -equity ratio. 



As described above, the S value calculating 




E 



(Eq. 13) 



Where : 



beta without leverage; 



beta with leverage; 



the corporate marginal tax rate; and 



D/E = 



the debt-to-equity ratio based on 



market values. 



Example ; 
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In this example, a company has the following financial 

numbers : 





0 . 79 




^ \j ^ 


E 


$2,781 Mill. 


D 


$747 Mill. 


Rf 


5% 


MRP = 


5% 


Kd 


7% 



For the company in the analysis, the & value is preferably 
unlevered using Equation 13, as described above. Thus, the 
company has 

iSu = Sl/[1+(1-Tr)*D/E] 

= 0.79/[l+(l - 40%) * (747/2781) ] 
= 0.68 

As described above, the unlevered beta values Su should 
generally fall close to the industry average (within a range of 
+/- .25) . Unexplained outliers should be adjusted to the 
industry average to account for measurement errors in 
calculating betas. For instance, if the industry for the 
company in this example has an average &u of 0.35, the difference 
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between the two ISu values exceeds 0.25. Accordingly, the cost of 
equity should be recalculated using the industry average 6u value. 
Returning again to Equation 12 from above and using the industry 
average Su value ( 6u (industry) ) / we can make the following 
calculations : 

fiu = 15u(i„dustry)/[l+(l-TR)*D/E] 

= .35/[l+(l - 40%) * (747/2781) ] 
= .41 

Once the fi value for the company is relevered, a revised WACC 
may be calculated as follows. First the Weighted Cost of Debt 
is determined using Equation 10. 

Cost of Debt = Kd * (1 - Tr) [D/ (D+E) ] 

= 7% * (1 - 40%) (747/3528) 
= .9% 

Likewise, the Weighted Cost of Equity may be determined using 
Equation 11. 

Ke = [Rf + (Rm - Rf) * ISl ] * [E/ (D+E)] 
= [4.93% + (5%) (.41) ] * (2781/3528) 
= 7.0% * 78.8% 
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= 5.5% 

Thus, the WACC for the company in this example is the sum of the 
Weighted Cost of Debt and the Weighted Cost of equity, or 6.4%. 

Further with regard to FIG. 10, operating leases may 
require special treatment in the calculation of both ROIC 1020 
and WACC 1030. For instance, a company may have the option of 
leasing or purchasing equipment. In substance, operating leases 
represent a type of financing similar to long-term debt. In 
application, leases are treated very differently from debt in 
the financial statements. For instance, a company may assume 
long-term debt to pay for purchased equipment. Using the logic 
1000 and equations described above, companies that lease would 
have much higher ROIC. Accordingly, a preferred embodiment of 
the present invention makes an adjustment to prevent 
manipulation of the values calculated for ROIC through 
accounting decisions. Specifically, operating leases may be 
adjusted on the financial statements to treat the leases as debt 
and fixed assets by decreasing COGS in the income statement by 
the amount of the lease and increasing the PP&E and Debt values 
in the balance sheet by the next year's lease payment divided by 
the cost of a debt equal to the value of the leased items. 
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Additionally, retirement liabilities may also require 
special treatment in the calculation of both ROIC 1020 and WACC 
1030. Retirement Liabilities represent two types of costs, so- 
called ''FAS 87" liabilities for unfunded pension liabilities and 
so-called ''FAS 106" liabilities for unfunded post -retirement 
benefits other than pensions. According to standard accounting 
conventions, unfunded retirement liabilities are treated very 
differently from debt in the financial statement even though the 
unfunded retirement liabilities represent a type of financing 
similar to long-term debt. As a result, companies with 
unfounded retirement liabilities would have understated NOPLAT 
and Invested Capital, thereby altering the final return on 
investment for shareholders as calculated through method 300. 
In the income statement, the retirement liabilities would cause 
increases/decreases in Liability as reflected in operating 
expense. Similarly, retirement liabilities included on a 
balance sheet as a long-term liabilities and reduces Invested 
Capital on a "where to" and a "where from" basis. Thus, a 
preferred implementation of the present invention adjusts for 
retirement liabilities in financial statements by treating the 
retirement liabilities as debt. Specifically, the SG&A in the 
Income Statement is reduced by the product of the Liability 
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Amount and the Cost of Debt. For the underlying calculation of 
NOPLAT necessary for determining ROIC 1020, implied interest 
expense is estimated on the liability for the year, and a 
portion of operating expenses equal to this amount is 
reclassified as interest expense. Similarly, the Balance Sheet 
is modified by reducing the other long-term liabilities by the 
Liability Amount and conversely increasing the debt by the 
Liability Amount. 

Returning again to FIG. 10, the cost reduction 
analysis logic 1000 further includes the calculation of the 
change in the value of the company caused by growth 1050, which 
is comprised of organic growth 1060 and growth through mergers 
and acquisitions ( *'M&A growth") 1070. Turning now to FIG. 12, 
the calculation of organic growth 1060 and M&A growth 1070 is 
also represented in tree logic. Calculation of organic growth 
1060 generally requires current /future value analysis 1210 and 
measurement of implied growth in perpetuity 1220. The 
calculation of M&A growth 1070 entails the use of a strategic 
control map 1230 and distinguishes acquirer and non-acquirer 
strategies 1240 as discussed hereafter. 

The calculation of organic growth 1060 uses an 
analysis of the current and future value of the company to 
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breakdown of the market value of a firm into a current 
operations value and a future value of investments. In 
particular, the present invention looks to the value of the 
company and identifies the value of current operations. The 
difference between the current value of the company and the 
value of current operations represents the expected future 
growth value, as specified in Equation 14. 

Expected (Growth) = Enterprise Value - 

Value of Current Operations (fig. 14) 

In Equation 14, the Enterprise Value represents the value of the 
enterprise, which is typically reflected as the market value of 
debt and equity (the market value of debt plus the market 
capitalization of common and preferred shares) . The value of 
current operations reflects the value of the current operations 
in perpetuity. Typically, the value of current operations is 
calculated by showing current NOPLAT in perpetuity, as 
represented by the ratio of NOPLAT to WACC. Thus, the future 
value determined in Equation 14 represents the markets' 
expectation regarding the ability to sustain current NOPLAT in 
perpetuity. 
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Returning to the tree logic 1200 of FIG. 12, 
determining organic growth 1060 requires the measurement of 
implied growth in perpetuity 1220. By analyzing long-term 
expectations about growth implied in a company's stock price, 
companies with potential growth challenges may be identified. 
The implied growth represents investors' expectations of future 
cash flows in perpetuity. The measurement of implied growth in 
perpetuity begins with a determination of the enterprise value 
of the firm (market debt plus equity) , which reflects the 
market's current value assessment of the company. The 
enterprise value of the firm is a readily available figure that 
is available through the share price. Next, the measurement of 
implied growth in perpetuity continues with a forecast of free 
cash flow based on consensus analyst opinions. In particular, 
free cash flow may be estimated for a future period, such as the 
next five years, based on analysts' forecasts. The measurement 
of implied growth in perpetuity continues by discounting the 
above -described free cash flow forecasts to determine how much 
of the current enterprise value is reflected in the markets 
estimate of free cash flow for the forecasted period, such as 
the next five years. The present value of the free cash flow 
estimate for the prediction period may then be subtracted from 
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the enterprise value to calculate the continuing value of the 
business. The continuing value is then undiscounted to 
determine its present value. For instance, the continuing value 
of the business may be divided by [1/1 + WACC]^, where n 
represents the number of periods of prediction. 

The continuing value is then used to calculate growth 
g using Equation 15: 

Continuing Value = [NOPLAT (1 - g/ROIC) ] / 

(WACC - g) {Eg. 15) 

Using simple algebra to solve for g. Equation 15 may be 
transformed to Equation 15' : 

g = - [NOPLAT - (CV) (WACC) ] / [CV - (NOPLAT' /ROIC) ] (Eg. 15') 

where the NOPLAT' = the value for NOPLAT in year after the cash 

flow predictions (typically year 6 after a 
five year prediction) ; 
CV = undiscounted continuing value calculated 
previously 

WACC = WACC as of year 0 of the evaluation; and 
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ROIC = WACC plus a premium, such as 1%. 

Please note that the ROIC premium above WACC is largely 
dependent on the industry. Commodity- based industries will 
typically experience industry returns equal to WACC in 
perpetuity, while industries with high barriers to entry (such 
as pharmaceuticals) may have a premium above WACC of 2%) . 

In the absence of free cash flow estimates, g can be 
solved using EPS estimates, as embodied in Equation 16: 

g = [NX - (CV) (C0E)]/[CV-(NI/R0E)] {Eq. 16) 

Where 

NX = Net Xncome after the period of cash flow predictions; 
CV = undiscounted continuing value calculated previously; 
COE = Ke as of year 0 from the WACC calculation; and 
ROE = COE plus a premium, such as 1%, as described above. 

A negative value for Current Operations may warrant 
further study of historical trends in NOPLAT or may suggest 
exceptional changes in deferred taxes. Xn the same way. Growth 
can not be greater than WACC in the Continuing Value calculation 
of step 312, as described in greater detail below. 
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Without discerning between M&A growth and organic 
growth, revenue growth for some companies may seem exceptional 
because M&A activity may greatly affect the ROIC values for a 
company. Thus, revenue associated with acquired or divested 
units should be incorporated in an analysis of organic revenue 
growth. Typical adjustments may include subtracting acquisition 
revenues in the year purchased and all subsequent years; adding 
back divested revenue in the year of the divestiture and all 
subsequent years; or calculating Compound Annual Growth Rate 
(discussed below) using final revenue divided by the sum of 
companies revenue at the beginning of the period. Possible 
additional adjustments include, discounting acquisition revenues 
by 5-10% to account for revenue dis-synergies outside of 
management control, pro-rating revenue adjustments in the first 
year based upon the timing of the transaction; or checking 
company news archives to ensure a complete transaction list is 
obtained. Generally, adjustments should not be made for carve - 
outs or stock purchases in subsidiaries where revenues 
consolidated in the company's financial reports do not change. 

Referring now to the calculation of MScA growth 1070, 
the growth of a company's value attributed through mergers and 
acquisitions may be determined in part through the use of a 
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strategic control map 1230. A strategic control map graphically 
illustrates shows how M&A activity has affected a relevant 
industry's overall structure, as well as the relative position 
of members of that industry. Strategic control maps generally 
compare the performance of companies ( e.g. , as embodied by 
market -to-book values ratios or the market values) to the size 
or book values of the companies. 

The industry may then be divided into categories, such 
as "Niche/Specialist" businesses that are small but have high 
performance, ''Leaders" that are large and perform will, 
''Targets" that are small and do not perform well, and "Lumbering 
Giants" that are large but do not perform well. In general, the 
Niche/Specialist businesses have high returns from small amount 
of invested capital; compete in niche/value added segments; 
typically are not acquisition targets by virtue of market value; 
face challenges to grow given their niche orientation; and may 
be become attractive targets for acquisition of their market 
value because of their unique capabilities. In contrast, the 
marker leaders usually have high returns from large amount of 
invested capital; compete in broad segments; typically offer 
significant acquisition opportunities by virtue of market 
multiples; utilize scale effectively; but may face challenges to 
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identify value-creating growth opportunities given their large 
size. Target companies have low returns from small amount of 
invested capital; typically have domestic competitors in global 
industries; are vulnerable to competitors that can generate 
higher returns on the same asset base; and may face challenges 
to improve operations or be taken out. Lumber giants having 
large size but poor performance have low returns from large 
amount of invested capital; have an inability to leverage scale; 
despite low market value, are typically not popular targets for 
acquisitions because their large sizes help to deter purchasers; 
and face the challenge of correcting for under performing 
operations to generate greater returns on invested capital. 

Continuing with the calculation of M&A growth 1070, 
the financial data of the target company should also be accessed 
using acquirer and non-acquirer strategies 1240. As described 
above, unadjusted calculations incorrectly show high growth 
rates for acquisitive companies but adjusting for M&A activity 
reveals a clearer picture of organic growth. Return to 
Shareholder performance of acquisitive and non-acquisitive 
competitors may be compared using the above -described techniques 
to highlight the relative importance of MScA. For instance. 
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active acquirers' Total Return to Shareholders may be compared 
to Competitors in related industries. 

Absolute growth for a company of interest is provided 
in Equation 17: 



Absolute Growth = 



(Ending Stock Price -h Accumulated Dividends 
Beginning Stock Price 



-1 



(Eg. 17) 



The absolute growth rate may then be modified, as shown in 
Equation 18, to calculate the Compound Annual Growth Rate (CAGR) 



CAGR = 



Ending Stock Price + Accumulated Dividends 
Beginning Stock Price 



-1 



{Eq. 18) 



where n is the number of periods of interest. For instance, if 
a stock appreciates from $50 to $70 and pays $3 in dividend in a 
3 year period ( i.e. , n=3) , then 



CAGR = [ (70+3) /50]**-l = 13.4% 

In situations in which there have been no material 
changes to the stock, the CAGR may represent company's growth. 
However, various events may modify the value of a stock without 
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materially changing the TRS. For instance, a stock split 
generally represents an increase in the number of shares and a 
reduction in the price per share with no associated change in 
value. In the same way, a portion of a company may be spun off 
to form a new business with its own stock. The value of the 
original company's stock will decrease, but this decrease will 
be offset by the value of stocks issued by the spin-off company. 

Referring back again to FIG. 10, the spread 1010 is 
the difference of the ROIC 1202 and the WACC 1030. The growth 
1050 is the CAGR, adjusted as necessary. The total return to 
shareholders (TRS) then entails a summing of spread and the 
growth. 

It should be appreciated that the calculation of TRS 
may be sensitive to the start date. In general, TRS should be 
calculated over a full business cycle while avoiding start dates 
that include extraordinary company events such as the 
resignation/hiring of management officials; earnings releases; 
regulatory changes; or major changes in corporate structure. In 
the same way, start dates affected by global economic events 
should be avoided since can global economic events falsely 
inflate/deflate industry returns. Preferably, TRS is calculated 
over several time periods to ensure the results are similar 
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regardless of the starting point and timeframe. Thus outliers 
and anomalies should be identified and avoided. If necessary, 
TRS may be calculated by comparing the company to those who have 
more varied tiering of stock value. Optionally, logical 
breakdown by tiering may be used to identify relevant chosen 
competitors, or tiering may be based on a median composite index. 

Upon determination of TRS and other relevant metrics 
and diagnostic ratios, the target company may be evaluated to 
determine potential value and cost drivers as described above. 
The value levers and cost levers may be identified through the 
iterative, hypothesis driven process described above with the 
aid of the cost lever analysis tool. While each industry is 
unique and has its own set of value levers, nevertheless some 
common patterns of value levers and cost levers cross industries, 
and certain cost and value drivers and levers for an industry 
often can be found to demonstrate a strong correlation with TRS, 
helping to explain why some companies create value while others 
destroy value . 

The foregoing description of the preferred embodiments 
of the invention has been presented for the purposes of 
illustration and description. It is not intended to be 
exhaustive or to limit the invention to the precise form 
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disclosed. Many modifications and variations are possible in 
light of the above teaching. For instance, the method of the 
present invention may be modified as needed to incorporate new 
communication networks and protocols as they are developed. It 
is intended that the scope of the invention be limited not by 
this detailed description, but rather by the claims appended 
hereto . 
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